USSR: Economics of the

Siberia-to-Europe Gas Pipcline I}

The Siberia-to-Europe natural gas pipeline is of
considerable imporiance 10 the USSR even though
it would be 2 marginal project if evaluated by
Woestern standards of profitability. With oil exports
1o the West likely to disappear in the next few
vears. Moscow has no prospective exporis other
than gas to increase or even maintain hard curren-
cy revenues.Jf}

H. as szems likely, Soviet gas sells at roughly parity
with the price of residual fuel oil, the pipeline
would earn & profit at the wellhead only if the rates
of return on Soviel capital were fairly low. From
the Soviet viewpoint, however, the pipeline is vitally
necessary. Moreover, the Western goods purchas-
able with the project’s earnings are worth far more
to the Sovict economy than are the goods produc-
ible with the Soviet resources used 1o build and
operaic the pipeline. Finally, the gas to be shipped
through the pipeline could not be used domiestically
for several years because of inadequate capacity of
distribution pipelines. [}

Project Profitability

| the likely softening in West

Europzan gas demand for the 1980s will force the
pipeline’s gas 1o sell at near parity with the price of
residuzl fuel ail, roughly $4 per 1,000 cubic feet -
(f.0.b. West Germany). Under several assumptions
about overruns on Soviet construction costs and
rates of return on Soviet capital? however, the

tion—were 0. 235, and 30 percent. Alerastive rates of retura o8
capital mere 12, 15, and 20 percem per year.
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€ Assumes 2.9 billion cudic fect per day vnder one-line project.
¢ Assumes 4.6 bilhoa cubic feet per day under win-line project.

projcct’s breakeven price—which equates the pipe-
line’s discounted 20-year streams of revenues and
costs—is much higher than $4. Only with a return

expected from similar projeets in the West—and
cost overruns of no more than 25 percent would the
pipeline earn a profit. I}

Algerian gas, the largest alternative natural gas
source for Western Europe during 1he 1980s, is
probably dcliverable—cither by pipeline or LNG
projects—more cheaply than Siberian gasBAL $4
per 1.000 cubic fect, cither Algerian project would
earn 2 profit. Moscow, on the other hand, has been
sccking a price {I.0.b. West Germany) near parity
with crude oil, roughly $6 per 1,000 cubic feet.
Only at that price, jwould the
Siberian project carn a profit at current Western

rates of return. [N




USSR: Hard Currency Cash Flow
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» 1a cutrent prices., assuming 10-percent anaual rate of inflation.

» Cumulative flows for each of the multiyear periods shown.
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The Soviet Petspective

The export pipeline project would be attractive to
\oscow, however, even if it sppeared marginal in
terms of Western profitability accounting., Most
important, the pipeline is the Soviets® largest pro-
spective source of stable hard currency earnings.
increased sales of 2liernative goods, even if {easi-
ble, would produce less revenues than gas:

o Exports of gold, nickel, and platinum group met-
als. for example, could be increased for less cost
thaa building the pipeline, and their combined
earnings could approximate those from the sin-
gle-line project if existing world market prices
held firm. The Soviets® already large share of
those metals markets, however, would probably
cause increased Soviel supply 10 depress prices
substaatially. reducing revenues further for cach
increment in exports. The West Europcan gas
market, an the other hand, is probably large
enough to 2bsorb the single line’s delivericsat 2
price roughly equivalent to that of residual {uel

« Increased Soviet exports of most other raw mate-

rials and of manufactured goods—including
weapons—would encounter more rapidly rising
costs than would gas exports and would achieve 2

yéa

& At $4 per thousand cubic feet, except for 1980,

& Existing contracis only.

¢ Full deliverics from single-liac projcct assumed 10 begin in 1986;
d;h‘;e‘;::c under 3 tuin-line project probably would start oaly by
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smaller net growth in revenue. Returns on invest-
ment in many Soviet extraclive industries are
falling faster than they are for gas. In manufac-
tures, an improvement in the quality of export-
oriented goods nccessary 10 achieve 3n increase in
hard currency revenues equal to that from the
pipeline project would probably require more
investment than the pipeline itself]

Conversely. the costs to Moscow of not concluding
a pipeline deal are high. Although hard currency
carnings from a one-line project probably would be
about 60 percent of that from 2 twin-line deal, they
would still be substantial. Morcover, since the
pipeline's hard currency costs could be repaid
within two 10 three years after startup, most of the
project’s subsequent revenue could go for imports.
With oil exports to the West probably disappearing
by the mid-1980s, lack of a pipeline deal would ~ -
mean a substantial drop in Soviet import capacity.
By the late 1980s, total gas hard currency earnings
with the pipcline in operation would equa) one-half
of the 1980 revenues from oil; without the pipeline
they would cqual only onc-fourth. The revenucs
foregone, morcover, would most likely have pur-
chased machinery and other manulactured goods,
whose marginal productivity exceeds that of similar
items produced domestically YI¢
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* Sovict oll exporcs for hard currency only, which wialed $14.$
bellioa. Gas hard cutrency revenucs is constant 1980 dollars, st
$4.00 per 1,000 cubic feet.

® Assumngs only deliveries ynder existing coatracts,

« Eaisting contracas plus deliverics under Siberian pipeline pvo}ea.

The pipeline project would also involve Western
Europe more heavily in Siberian development,
Aside from potential political benefits, the Soviets
would be able to increase the amount of capital
available for investment in Siberian energy at a
time when Soviel resources are being stretched thin
between the massive Siberian oil drilling program
and the unprecedented domestic gas pipeline con~
structioa effort.

Low Gas Opportunity Cost

The gas destined for export under a single-line deal
could not be used domestically lor some years. An
inagequate grid of gas distribution lincs will pre-
vent & vast number of gil-consuming industries and
homes from switching 10 gas and thus absorbing
the entire planned increase in gas output.’ Cancel-
ing the export line’s construction would not freec up
enough resources to sccelerate expansion of the
distribution grid. Morcover, even if the Siberian
deal did not go through, Moscow could not provide
any more gas for'internal use without building s
domestic trunkline of almost equa! length. JJ§

¢ Gas-for-0il substitution wilf also be consirained by the substantial
ty lacreased wse of imernal cocnbustion eagines—~notably is suto-
motive transport and in agricshure NI}
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